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Shocks vs. consumption smoothing

Agriculture has high-frequency fluctuations: 
intra- and inter-annual variability

Most people are self-employed; health shocks 
can lead to loss of income

Income fluctuations are particularly 
problematic when income is low to start with
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Risk mitigating and risk coping strategies

Fwd to lecture 8-4: risk

• Saving/Dissaving is something that one can do on one’s own, 
so should be a way for households to smooth consumption 
in the face of uncertainty
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• Only 22% of adults worldwide report 
having saved at a formal financial 
institution, and

• 77% of adults living on less than $2 a 
day report not having an account at a 
formal financial institution (Demirguc-
Kunt and Klapper, 2012)

• Why don’t people save enough to 
deal with shocks or get out of debt 
traps?

• Do people have difficulty saving?
• If so, why?

• Too close to subsistence?
• Lack a safe place?

• Gaining access to a savings 
account can make a difference 
for some people (Dupas & Robinson, 2013) 
but definitely not all.

• Can’t agree among household 
members on what to save for?

• Lack of self-control?

Why not 
save?
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Constraints to saving

• Transaction costs
• Pecuniary costs (account opening fee, minimum balance requirements)
• Non-pecuniary costs (non-monetary, distance/geographic access)

• Lack of trust and regulatory barriers
• Low consumer trust and confidence
• regulatory barriers

• Information and knowledge gaps (financial literacy)

• Social constraints
• Intra-household vs. inter-household bargaining and sharing

• Behavioral biases
• Biases in preferences (living for today, present-bias and under-saving)
• Biases in expectation (over-optimism about future income)
• Biases in price perceptions (underestimating compound interest)
• Biases in problem-solving (inattention to savings)

SAVINGS BY AND FOR THE POOR: A RESEARCH REVIEW AND AGENDA 
by Karlan et al. (2014)
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Quasi-hyperbolic discounting

• What would you choose between
• $1000 today or $2000 in 1 year?

• What’s about
• $1000 in 6 months vs. $2000 in 18 months?

• If you were patient for the 2nd choice, but impatient in the 
1st, you are inconsistent !!

• Logic: patient in the future, impatient now. Or, “I’ll be good 
later, but for now I want to spend.”

• People have preferences over consumption today and 
consumption in the future
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Quasi-hyperbolic discounting

• For a quasi-hyperbolic consumer, preferences are instead 
of the form:

𝑢 𝑐1 + 𝛽 𝛿𝑢 𝑐2 + 𝛿2𝑢 𝑐3 +⋯

• So there is additional discount 𝛽. What does that do?

• Say that 𝛽 = 0.5 and 𝛿 = 0.9. Then, 1 unit tomorrow is worth 
only 0.45 today >> you want to consume more today and 
save less

• But notice another issue
• The tradeoff between 6 months and 18 months from now is 

0.9
• But 6 months from now: the person values 1 unit the next 

day as only 0.45

• This is what time inconsistency means – the tradeoff 
between periods depends on whether it is now vs. 1 year, 
or 6 months vs. 18 months
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SAVINGS BY AND FOR THE POOR: A RESEARCH REVIEW AND AGENDA 
by Karlan et al. (2014)
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